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FOREWORD
The goal o f the AICPA Division for CPA Firms, which is composed o f the SEC Practice Sec
tion and the Private Companies Practice Section, is to strive continually for professional
excellence in the manner in which CPA firms practice and to provide assurance to the
public regarding the quality o f accounting and auditing services. To achieve that goal, all
member firms agree to a number o f requirements, including a peer review every three years
o f the quality controls over their accounting and auditing practices.
An important link in attaining that goal involves the Special Investigations Committee
o f the SEC Practice Section, which complements the peer review process. The Committee’s
objective is to determine whether allegations o f audit failure made against SEC Practice
Section member firms indicate the need for corrective measures by those firms or for recon
sideration o f professional standards. The Committee’s activities focus on the prevention o f
future problems.
In May 1985 the first public report o f the Special Investigations Committee was
published. It provided information on the scope and results o f the Committee’s activities
during its first five years o f operation that enabled the public and the profession to under
stand the Committee’s purpose and the success o f its efforts. This year’s report provides an
update on Committee activities and developments during 1985.
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SIC Objective, Scope, and Operations
The SEC Practice Section established the Special Investigations Committee (SIC) in
November 1979 with the objective of determining whether allegations of audit failure
against an SECPS member firm indicate the need for corrective measures by the member
firm involved or for reconsideration of relevant professional standards. Since the forma
tion of the SIC, SECPS member firms have been required to report litigation against the
firm or its personnel and proceedings or investigations publicly announced by regulatory
agencies that allege deficiencies in the conduct of an audit of the financial statements of an
SEC registrant.
The Special Investigations Committee is an important part, but only a part, of the
activities undertaken by groups in the private and governmental sectors to improve the
reliability of financial reporting. The courts, regulatory agencies, state licensing bodies, and
the AICPA and state society ethics divisions focus on specific audits and mete out punish
ment when there has been an infraction, Standards-setters establish the guidelines to which
auditors must adhere. Peer review, which is the cornerstone of the SEC Practice Section’s
program to enhance audit quality, tests compliance with professional standards by hun
dreds of CPA firms in the conduct of their accounting and auditing practice.
Alleged audit failures are few in number when considered in relation to the thousands
of audits performed of SEC registrants every year, but the SIC focuses on the implications of
those cases to prevent future problems. The SIC achieves its objective effectively and impar
tially, with due regard for the public interest and the rights of member firms, and it does so
under the watchful scrutiny of the section’s independent Public Oversight Board.
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In recognition of the significant public interest associated with the financial statements of
certain entities that are not SEC registrants, the SECPS amended its membership require
ment for reporting matters to the SIC, effective April 1 , 1985, to include litigation or other
proceedings relating to the audit o f —
•

A bank or other lending institution that files periodic reports with the Comptroller
o f the Currency, the Federal Reserve System, the Federal Deposit Insurance Cor
poration, or the Federal Home Loan Bank Board in lieu o f filing such reports with
the SEC.

•

A company whose financial statements appear in the annual report or proxy state
ment o f an investment fund because it is a sponsor or manager o f such a fund, but
which is not itself a registrant required to file periodic reports to the SEC.

•

A subsidiary or investee o f an entity filing either an initial or periodic report with
the Commission, if the litigation or proceeding relates to its financial statements
presented separately in parent or investor company filings.

When the SIC concludes that a firm should initiate measures to strengthen its system o f
quality control or compliance with its existing system, the Committee sees that appropriate
corrective actions are taken by the firm. When the SIC believes that professional standards
or guidance thereon should be reconsidered, it brings the matter to the attention o f appro
priate technical bodies and monitors their actions.
The SIC does not duplicate the work o f the courts and regulatory agencies. Those
bodies determine if violations o f accepted professional standards occurred in a specific
instance and determine liability or impose damages or sanctions.
The procedures followed by the SIC to achieve its objective with respect to an alleged
audit failure include some or all o f the following, as deemed appropriate in the cir
cumstances:
•

Reading relevant financial statements, filings with the SEC, Or other applicable
regulatory agencies, and other public documents

•

Meeting with the firm to obtain information about quality control policies and
procedures that appear relevant to the allegations

•

Consideration o f the findings o f the most recent peer review o f the firm, which may
involve meetings with the peer reviewers or inspection o f their working papers

•

Consideration and evaluation o f the corrective actions, if any, already taken by
the firm

•

Study o f existing professional standards, which may involve meeting with rep
resentatives o f AICPA technical committees

These procedures — which the SIC tries to complete within 120 days — enable the SIC
to decide whether to close its files, to order a special review, or to monitor developments. The
Committee will close its files when it concludes there is no need for action by the firm
beyond what may already have been taken. The SIC will order a special review — which is a
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specially tailored form of peer review conducted under its direct supervision — when it
believes there is a reasonable likelihood that the firm might need to take some additional
but as yet unidentified corrective actions, or when it believes there is a need to obtain added
assurance about compliance by the firm with aspects of its quality control system. Usually,
the SIC will monitor developments only when it anticipates that significant new informa
tion may become available in a reasonable time.
The SIC is authorized to recommend that sanctions be imposed on a firm and publicized.
However, consistent with its objective, which is different from those of the courts and
regulatory agencies, this would ordinarily happen only when a firm refused to cooperate
with the SIC or refused to take necessary corrective actions. To date, every firm has
cooperated and voluntarily taken any corrective actions the SIC deemed necessary.

Summary of SIC Activities
The first report on SIC activities indicated that 118 alleged audit failures had been placed
on its agenda during the five years ended December 31, 1984. Of that number, twenty-six
cases were still being considered by members of the Committee at December 31,1984. Dur
ing 1985, forty-two additional reported cases of alleged audit failure were added to the SIC’s
agenda and thirty-six cases were closed, including twenty-two of the cases open at the begin
ning of the year, leaving thirty-two cases open at December 31, 1985. Two of the cases
opened and considered by the SIC in 1985 resulted in the performance of special reviews of
specific aspects of the member firms’ audit practices.
The following outlines the SIC’s activity since its inception in late 1979.
1980
Cases open at January 1

-

1981

1982

1983

1984

1985

10

10

20

17

26

Cases reported during the year

10

12

29

31

36

42

Cases closed during the year

0

(12)

(19)

(34)

(27)

(36)

Cases open at December 31

10

10

20

17

26

32

Reasons for Closing Cases
The SIC has closed 128 cases since its inception. In each case, the SIC applies the pro
cedures it considers necessary after considering the allegations in the light of the relevant
financial statements, other public documents, and the requirements of professional stan
dards. In addition to the two special reviews performed in 1985, those procedures included
thirty-four discussions by SlC members with firm representatives and six meetings to dis
cuss matters with peer reviewers or to review their working papers. The following is a tabula-
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tion of broad reasons for closing these cases (which totals more than 128 because in some
instances the SIC had more than one reason for its decision).
From
inception
through
12/31/84

1985

Totals

The allegations misstated the requirements of pro
fessional standards or the case did not indicate a need
for changes in the firm’s quality control system or a
need for other corrective measures.

77

30

107

Appropriate AICPA technical bodies were asked to
consider the need for changes in, or additional guidance
on, professional standards.

11

7

18

The case was referred to the AICPA Professional Ethics
Division with a recommendation for an investigation
into the work of specific individuals.

4

4

8

A special review was made or the firm’s regularly
scheduled peer review (when due on a timely basis
relative to the SIC’s review) was expanded.

6

5

11

The firm took appropriate corrective action that was
responsive to the implications of the specific case.

11

6

17

Corrective Measures Adopted by Member Firms in Connection With
Cases Closed During 1985
As indicated in the foregoing tabulation, in six cases closed during 1985 the firm involved
took corrective action responsive to the implications presented by the specific case. Those
actions are summarized below. There are more than six because some cases resulted in the
adoption of multiple corrective actions.
Actions related to specific offices

•

In four cases, certain firm personnel and professional responsibilities were
reassigned in specific offices and specialized engagement review procedures were
implemented, which should enhance compliance with the policies of the indi
vidual firms.
Frequent, ongoing consultation between an office-review partner and a senior
technical consulting partner was initiated to provide a critical assessment of the
capabilities and training needs of office audit personnel.
Three special training programs were developed and presented to office audit
personnel.
4
-
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other actions

•

In three cases, additional internal guidance materials pertaining to specialized
audit engagements were developed by the firms for their professional personnel.

•

Additional guidance was provided to the audit staff o f the firm on procedures to be
followed in complying with a specific Statement on Auditing Standards.

•

Additional firm guidance was developed and communicated to all audit person
nel concerning required audit and review procedures to be followed in specified
situations.

Actions Related to Professional Standards
In keeping with its objective o f informing AICPA technical committees o f situations that
may indicate a need for a reconsideration o f professional standards, the SIC com
municated with relevant Institute groups on the following issues during 1985.
— Communications between a predecessor and successor auditor when consideration is
being given to the restatement o f financial statements that were reported on by the pre
decessor. The SIC believes that such communications are an important source o f
information for both parties, particularly the successor auditor. The staff o f the
Auditing Standards Board is preparing an interpretation that specifies that such
communications should be arranged by the successor auditor, if at all possible,
before a restatement is made.
— An audit engagement involving some, but not all, members o f an affiliated group when
other components o f the group are not audited. It has been alleged in some cases that
the existence o f such a situation has been used to overstate asset values by the audit
client or to artificially transfer liabilities. In such circumstances the auditor should
carefully evaluate the nature and form o f transactions between the entity or entities
that are the subject o f the audit and the unaudited related parties. The May 1986
issue o f the Journal o f Accountancy contains an interpretation o f SAS No. 45,
Omnibus SAS-1983: Related Parties ("AICPA, Professional Standards, vol. 1,
AU sec. 334), prepared by the staff of the Auditing Standards Board that provides
auditors with additional guidance on the considerations that should be addressed
in such circumstances.
— The audit considerations presented by asset valuations that have been "stepped-up " as a
result o f a transaction with a r e l a t e d A
.p
ta
yr number o f cases reported to the SIC have
alleged that assets acquired by the reporting entity from a related party were recor
ded at inflated values, either to improve the entity’s reported financial condition or
to conceal the true effect o f a transaction that was not made on an arm’s-length
basis. SAS No. 45, Omnibus SAS - 1983: Related Parties provides guidance to the
auditor in the identification and consideration o f related party transactions. The
Auditing Standards Board is considering whether any additional guidance may be
helpful in this area.
— The resolution o f differences o f opinion concerning accounting and auditing issues exist
ing among firm personnel involved in an examination. SAS No. 22, Planning and
Supervision, provides that an auditing firm should have procedures to enable an
-5-

assistant on an audit engagement to document a disagreement with a conclusion
reached, if necessary. The Auditing Standards Board approved an interpretation
prepared by its staff, which appeared in the February 1986 issue o f the Journal o f
Accountancy, providing additional guidance on the professional responsibility o f
an assistant to bring to the attention o f appropriate individuals in the firm dis
agreements or concerns the assistant may have with respect to accounting or audit
ing issues that the assistant believes are o f significance to the financial statements
or auditor’s report, however those disagreements or concerns may have arisen. The
interpretation provides that an assistant should have a right to document the dis
agreement if the assistant believes it is necessary to disassociate himself from the
resolution o f the matter.
The audit recognition and disclosure o f business or environmental risks and uncertain
ties. A preponderance o f the litigation reported to the SIC includes allegations that
the financial statements or other disclosures failed to adequately describe the risks
or uncertainties facing the reporting entity. Even though many o f the allegations
pertain to the disclosure o f circumstances not encompassed by generally accepted
accounting principles, the allegations serve as reminders o f the need for auditors to
consider environmental and industry circumstances during the planning and per
formance o f an audit engagement. (See SAS No. 22, Planning and Supervision.) The
AICPA Accounting Standards Executive Committee has appointed a task force to
consider the adequacy o f existing disclosure o f various risks and uncertainties.

Three cases reported to the SIC concerned the accounting treatment applied to acquisi
tion, development, and construction (ADC) arrangements by savings and loan associations.
A Notice to Practitioners providing expanded guidance on the considerations presented by
such transactions was issued by the AICPA Savings and Lo an Associations Committee in
the February 10,1986, issue o f The CPA Letter. The SIC continues to monitor developments
regarding the accounting for and the auditing o f these complex arrangements.

Other Developments
The Public Oversight Board is charged with the responsibility for monitoring and evaluat
ing the activities and decisions o f the SEC Practice Section’s committees, including the SIC,
through continuous oversight. During 1985 the SEC Practice Section entered into an access
arrangement concerning SIC activity with the Chief Accountant’s office o f the Securities
and Exchange Commission. This arrangement, which is being evaluated on a trial basis by
both the Section and the Commission, provides the Chief Accountant’s office, through the
Public Oversight Board, with certain information on cases reported to the SIC after March
31, 1985, and subsequently closed by the Committee. Under the agreement, the Com
mission’s staff has access to a case summary developed by the SIC and is able to discuss the
summary with the staff o f the Public Oversight Board.

-

6

-

